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Report of Independent Auditors

The Board of Trustees
Employees’ Retirement System of
the Government of Puerto Rico
and its instrumentalitics

We have audited the accompanying statements of plan net assets of the Employees’ Retirement
System of the Government of Puerto Rico and its Instrumentalities (the System) as of June 30,
2002 and 2001, and the related statements of changes in plan net assets for the years then ended.
These financial statements are the responsibility of the System’s management. Our responsibility
is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require thal we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statcments. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

As discussed in Notc | to the financial statements, in 2001 the System has adopted
Governmental Accounting Standards Board Statement No. 34, Basic Financial Statements — and
Management’s Discussion and Analysis — For State and Local Govermments.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the net assets of the System at June 30, 2002 and 2001, and the changes in its net asscts for the
years then cnded in conformity with accounting principles generally accepted in the United
States,
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Our audits were conducted for the purpose of forming an opinion on the basic financial
statements taken as a whole. The management’s discussion and analysis and accompanying
supplemental schedules of employer contributions and funding progress are presented for
purposes of complying with requirements of the Governmental Accounting Standards Board, and
are not a required part of the basic financial statements. We have applied certain limited
procedures, which consisted principally of inquiries of management regarding the methods of
measurcment and presentation of the supplementary information. However, we did not audit the
information contained in the management discussion and analysis and the supplemental
schedules and, therefore, express no opinion on it,

Errat + LLP

September 6, 2002
San Juan, Puerto Rico

Stamp No. 1825897
affixed to the
original copy
of this report.



Employees' Retirement System of the
Government of Puerto Rico and its Instrumentalities
June 30, 2002

MANAGEMENT’S DISCUSSION AND ANALYSIS

Within this section of the Employees’ Retirement System of the Government of Puerto Rico and
its Instrumentalities (the System or ERS) annual financial statements, the System’s management
provides a narrative discussion and analysis of the financial activitics for the fiscal year ended
June 30, 2002. The financial performance of the System is discussed and analyzed within the
context of the accompanying financial statements and disclosures following this scction,

Financial Highlights

® ERS assets exceeded liabilities by $1,979,677,000 (nct assets) for the fiscal year reported
when compared to the prior year which assets exceeded liabilities by $2,428,664,000.

® The fair value of ERS investments at June 30, 2002 amounted to $1,166,862,000,
compared to $1,412,680,000 at June 30, 2001,

» ERS funded ratio of the actuarial accrued liability at June 30, 2000 and 1999 was 22 %.

Overview of the Financial Statements

Management Discussion and Analysis introduces ERS’ basic financial statements. The basic
financial statements include: 1) statements of plan net assets 2) statements of changes in plan net
asscts, and 3) notes to the financial staternents. ERS also includes additional information o
supplement the basic financial statements.

Basic Financial Statements

The System’s financial statements consist of two basic financial statements. These statements
provide information about the overall status of the System. The System uscs full accrual
accounting.

The first of the basic financial statements is the Statement of Plan Net Assets. This statement
includes all of the System's assels and liabilities, with the difference reported as net assets.
Overtime, increases or decreases in net asscts may serve as a useful indicator of whether the
financial position of the System as a whole is improving or deteriorating.

The second of the basic financial statement is the Statement of Changes in Plan Net Assets. This
statement reports changes in the System’s assets during the year, All current year revenues and
expenscs are included regardless of when cash is received or paid,



The System is a pension trust fund of the Commonwealth of Puerto Rico. Pension trust
resources are only held in trust to pay retirement benefits to participants.

Financial Analysis

The financial staternents of the System for the fiscal year ended June 30, 2002 present a decrease
in net assets as compared to the prior fiscal year of approximately $449 million. This decrease is
mostly the result of the net realized and net unrealized losses experienced in the investment
portfolio during the 2002 fiscal year of approximatcly $380 million, including an unrealized loss
of $146 million in the investment of PRTA Holdings Preferred Stock.

As of June 30, 2002, the System has $1,980 million in total net assets consisting, in summary of
the following:

- $1,133 million in marketable securities

- 534 million in alternative investrments

- $383 million in the investment in PRTA Holdings Preferred Stock
«  $269 million in loans to participants

- 510 million in real estate

- $122 million in net cash and equivalents

- $28 million in other assects

As further explained in Note 5 of the financial statements, on June 24, 1998, the Senate and the
House of Representatives issued Joint Resolution 209 to authorize the sale of 50% plus one stock
of the Puerto Rico Telephone Company (PRTC) stock to a joint venture arranged by GTE
Holdings (Puerto Rico) LLC (Verizon Commnications) and Popular, Ine.( the Buyers). The Joint
Resolution 209 further designated the use of the product of the Original Sale and ordered that the
stock that was not sold on the Closing Date of the First Sale, as defined by the Resolution, be
transferred (o a subsidiary to be created by the Government Development Bank (GDB), to be
held and disposed for the benefit of the Employees’ System.,

Subscquently, the GDB created a subsidiary, known as PRTA Holdings, to hold the remaining
stock on behalf of the Employees’ System. On December 28, 2000, PRTA Holdings issued and
assigned its non-cumulative, non-voting preferred stock to the System, entitling the System to
receive all the future benefits generated by the Puerto Rico Telephone Company (TELPRI) stock
retained by the Government. During the fiscal years ended June 30, 2002 and 2001, the System
received $17.5 million and $7.6 million, respectively, in dividends from TELPRI. During fiscal
year 2003, the System has received approximately $14.4 million in dividends from PRTC .

In conncction with the first sale, an option was granted to the Buyers to acquire an additional
15% of the preferred stock at a fixed price of $45.94 per share expiring on March 2, 2002, Tn
January 2002, GTE Holdings (Puerto Rico) LLC and Popular, Inc. exercised the option and
acquired the additional 15% of the preferred stock. As a result of that transaction, the System
received approximately $172 million,



For [inancial statements purposcs, as of June 30 2002, the investment in PRTA Holdings
Preferred Stock is presented based on the estimated value as of August 15, 2002 of the TELPRI
stock, which consisted of an update of the certified appraisal made by an independent firm as of
December 31, 2001, considering 7,000,000 shares at $54.74 per share for a total value of
approximately $383 million.

Qur investment portfolio, highly concentrated in stock, faced a significant decrease in value
during the fiscal year 2002, dircctly related to the downturn in investment securities markel
which was negatively impacted by the events of September 11, 2001, and the fraud allegations in
large and prominent companics in the United Statcs. Therefore, for the fiscal year 2002, the
portfolio recognized a depreciation of approximately $380 million or a negative return of
16.47%.

Contributions, investment income and loan repayments are not sufficient to cover pension
payments, expenses and loan originations; therefore, requiring the liquidation assets to cover
current pension payments. For the fiscal year 2002, the cxcess of benefits paid and expenses over
contributions and other income received represented approximately $68 million,

For financial statements purposcs, the amount of securities that as of June 30, 2002 were
involved in the securities lending transactions was presented with the required disclosures,
according to the current government accounting pronouncements, For the fiscal year 2002,
income from the securities lending activity amounted to approximately $136,000.

According to our last certified actuarial valuation as of June 30, 2000, the System’s unfunded
liability amounts to $7,417 million for a capitalization level of 22%. The annual actuarial
valuation for the fiscal year 2001 is in process. Based on our preliminary estimate of the
unfunded actuarial obligation as of June 30, 2001, it represents approximately $7,500 million for
a capitalization level of 249%.

In order to improve the System’s financial condition, the House of Representatives approved
Joint Resolution 209 as further cxplained in Note 5 of the financial statements. In addition, the
Legislature has approved the following laws:

Law 1, effective on April 1, 1990 change in benefits structure:
¢ Increase contributions rates: employers’ from 8% to 9.275% and employees’ from
7% to 8.275% '
Elimination of the merit pension (except for policemen and firemen)
Establish that any increase in benefits will require actuarial studies and the law must
state the financing source

For all participants joining the System after April 1, 1990
o Increasc retirement age from 55 to 65 years old
e Annuity at 1.5% of salary for cach year of service

Law 305, effective January 1, 2000 (for all participants joining the System after January 1,
2000)
o  Closes of the defined benelit plan and creates a savings type (defined contribution)
plan with only employee contributions in which the participant purchase an annuity
at age of 60



e  Employer contributions are used to capitalize the System
* Disability benefits provided by private insurance contract paid by employees

For the fiscal year 2002, the Board of Trustces approved a budget of $34 million for the
administrative and operations expenses of the System. The actual expenses amounted to $31
million. For the fiscal year 2003 the budget approved amounts to $33.3 million.

Requests for Information

The financial report is designed to provide a general overview of the System’s finances, comply
with related laws and regulations, and demonstrate commitment to public accountability.
Questions concerning any of the information provided in this report or requests for additional
information should be addressed to the Commonwealth of Puerto Rico Government Employees
and Judiciary Retirement Systems Administration, 437 Ponce de Ledn Avenue, Hato Rey, Puerto
Rico



Employees’ Retirement System of the Government
of Pucrto Rico and its Instrumentalitics

Stitements of Plan Net Assets

1]

June 30
2002 2001
T (In ??Ir)!;‘;'f;f;[lf‘il} i
Assels
Cash and investments:
Cash and cash cquivalents 5 59,610 0 32932

Cash and cash equivalents deposiled with Ciovenunent
Development Hank of Puerto Rico:

Unrestrictad 1L, 370 79.21 |
Restricted 4,928 ~ABY
109,298 79,700
168,908 168,508
Mlarketable securitics at fair value:
Bonds and notes 107,013 LI, 36t
Stocks 1ML 025 1,265,391
Mortgage notes acquired from third parties 212 Gl
Other investiments Ja012 36,314
1,166,862 112,680
Loans (o plan members:
Muortgage (1,663 (33,0062
PPersonal 195,195 [2],586
Cultureal trips I 11,120
268,675 266,371
Investment in PRUA Holdings, at appraised value CAGaaB80 0 T0LDO0.
Total Cash and Investments 1,967,625 2,492 680
Accounls receivable:
Fmployers BRI 29,733
Ceneral Fund of the Commoeonwealth ol Foerlo Rico 15,318 .25
The Commonweallh of Pucrto Rico
Judiciary Retirement System 110 1,908
Investment sales 2710 5,13
Accrued inferesi 1,451 2,527
Other 20,372 8,040
0,275 56,612
Property wud equipment, net 1837 8,40/
Other assets 0,50 16,580

Totul asscls B 3’?(1’?.‘5,313 2,574,154




Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Statements of Plan Net Assets (continued)

June 30
2002 20m
{In Thousands)

Liahilities

Book overdratt 3,627 02,886
Short-term obligations 14,000 E
Escrow funds of mortgage loans and guarantee :

insurance reserve for loans to plan members 17,290 17,738
Investment purchases 3,281 5,812
Other liabilitics 29,438 29,054
Total liabilities 95,636 145,490
Net assets held in trust for pension benefits $1,979,677 $2,428.664

See accompanying noies.



Employees’ Retirement System of the Government

of Puerto Rico and 1its Instrumentalities

Statements of Changes in Plan Net Assets

Additions:
Contributions:
Employers
Participating employees
Law No. 127
Other Government Contribution - PRTA
Holdings Preferred Stock

Investment incom::
Realized gains or (losses)
Unrealized gains or (losses)
Dividend income
Interest income

Less investment expense

Other income
Total additions

Deductions:
Annuities
Special
Death benefits
Refunds:
Employers
Participating employces

Administrative expenses

Total deductions

INet (decrease) increasc in assets held in trust
for pension benefits

Met assets held in trust [or pension benefits:
Beginning of year

End of year

See accompanying notes.

Yeur ended June 30

2002

2001

{fn Thousands)

$ 293,601 $ 288,023
259,203 245,221
14,627 14,211
. 701,000
867,431 1,248,455
(82,205) (200,154)
(298,313) (101,718)
21,792 5,379
43,509 50,345
(315,217) (246,148)
4,887 — 5,755 ~
(320,104) (251,003)
14,096 19,424
261,423 1,015,976
621,021 551,845
14,627 14,211
12,616 10,773
1,300 1,223
33,452 22,622
34,842 23,845
27,304 < 28,404 —
710,410 629,078
(448,987) 386,898
2,428,664 2,041,766
$1,979,677 $2,428,664




Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalities

Notes to Financial Statements

June 30, 2002

1. Organization and Summary of Significant Accounting Policies
Organization

The Employees’ Retirement System of the Government of Puerto Rico and its Instrumentalitics
(the System) was crcated by Act No. 447 on May 15, 1951, The System began operations on
Januvary 1, 1952, at which date contributions by employers and participating employees
commenced. The System is considered an integral part of the Commonwealth of Puerto Rico
(the Commonwealth) financial reporting entity and is included in the Commonwealth's financial
statements as a trust fund. The System, as a governmental retircment plan, is excluded from the
provisions of the Employee Retirement Income Security Act of 1974 (ERISA).

The responsibility for the proper operation and administration of the System is vested in a Board
of Trustees, composed of two participating employees and one pensioner, who are appointed by
the Govemor of the Commonwealth, and four Commonwealth government agency
representatives,

The following are the significant accounting policies followed by the System in the preparation
of its financial statements:

Basis of Presentation

The accompanying financial statements have been preparcd on the accrual basis of accounting in
accordance with the provisions of Statement of Governmental Accounting Standards No. 25
(SGAS No. 25), Financial Reporting for Defined Benefit Pension Plans and Note Disclosures
for Defined Contribution Plans. Parlicipating employecs and employers’ contributions are
recognized as revenues in the period in which the employee services are rendered. Benefits and
refunds are recognized when due and payable in accordance with the terms of the plan.

Use of Istimates

The preparation of financial statements in conformily with accounting principles generally
accepted in the United States requires management to make estimates and assumptions that
affect the reported amounts of net assets held in trust for pension benefits, and disclosure of
contingent assets and liabilities at the date of the financial statements and the reported amounts
of additions and deductions to net assets held in trust for pension benefits during the reporting
period. Actual results could differ from those estimates.

Cash and Cash Equivalents
Cash and cash equivalents consist of “overnight deposits” guaranteed by the custodian bank and
certificales of deposits in Government Development Bank (GDB). Restricted cash deposited

with GDB consists of payments received from mortgage loan holders administered by the
mortgage servicer, in the servicing of loans.
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Employees’ Retirement System of the Government
of Puerto Rico and its Instrumentalitics

Notes to Financial Statements (continued)

1. Organization and Summary of Significant Accounting Policies (continued)
Investments

Investments are carried al fair value, except for certain mortgage notes, which do not have
readily determinable fair values. The Fair value of notes, bonds and stocks is based on quotations
obtained from national securities exchanges. Securilies transactions are accounted for on the
trade date,

Mortgage notes acquircd from (hird parties are held to maturity and are not readily marketable.
Consequently, these are catried at amortized cost.

No investment in any organization represents 5% or more of the System’s net assets held in trust
for pension henefits.

Loans to Plan Members

Mortgage, personal and cultural trip loans to plan members are stated at their outstanding
principal balance. No allowance for uncollectible amounts has been established since personal
and cultural trip loans to plan members are secured by plan members® contributions and
mortgage loans arc sccured by mortgage decds and any unrestricted amount remaining in the
escrow funds. Maximum amounts that may be granted to plan members for mortgage, personal
and cultural trip loans are $100,000, $3,000 and $5,000, respectively. The carrying value of
these loans approximates their fair value.

The System services mortgage loans with aggregate principal balances of approximately
$29,384,000 and $35,410,000 at June 30, 2002 and 2001, respectively, related lo certain
mortgages loans sold to FNMA for a fec of 0.25%. The income for 2002 and 2001 amounted to
$70,073 and $109,332, respectively, and is recognized as interest income in the accompanying
statement of changes in plan net assets.

In addition, at June 30, 2002 and 2001, the System had repurchased approximately $110,000 and
$168,000, respectively, in mortgage loans that were sold during fiscal year 1998 to Federal
National Mortgage Association (FNMA). The sale contract stipulates that the System must
repurchase any loans with payments in arrears over 90 days.

Reserve for Life Insurance on Loans to Plan Members

Premiums collected and benefits claimed are recorded ss additions and deductions of the
guarantee insurance reserve for life insurance on loans to plan members, respectively.

Reclassifications

Certain amounts from fiscal year 2001 have been reclassified to conform to the current year’s
presentation.
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